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FOREWORD

The Department of Commerce’s mission is to promote job creation, economic growth and
sustainable development of all Americans. Minority-owned firms, one of the fastest-growing
sectors of the business community, are a key component to fostering better communities and
sustaining U.S. economic development. Accordingly, I am excited about the new report from
the Minority Business Development Agency, Accelerating Job Creation and Economic Productivity:
Expanding Financing Opportunities for Minority Businesses. Access to capital is every entrepre-
neur’s staple to success and one that cannot be ignored. This report presents recommendations
on how to improve and identify financing opportunities for minority businesses. Together we
can work toward producing favorable outcomes for a stronger America.

Donald L. Evans, Secretary

U.S. Department of Commerce
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PREFACE

On behalf of Secretary Donald L. Evans of the U.S. Department of Commerce, I would
like to recognize the invaluable participation by the private and public sector members of
the Steering Committee for the Summit on Minority Business Financing. Without your
commitment to the minority business community and the contributions of your time and
expertise, this report would not have been possible.

Given the ongoing U.S. demographic changes, it is critical that we use the entrepreneurial
talent available from all communities to maintain an expanding national economy. Minority
business enterprises (MBEs) have dramatically increased their participation in the free
enterprise system. This is consistent with the dramatic increases in the minority population
and minority purchasing power.

Minority firms continue to be underrepresented in the business community, when the number of firms, employees
and gross receipts are compared with minority percentages of the population. While MBEs are projected to achieve
entrepreneurial parity with respect to the numbers of firms in 2020 and employees in 2050, they may never achieve
parity with respect to business revenues. They continue to face systemic barriers to accessing capital markets, which
impede the efficient and productive flow of capital to them.

It is the mission of the Minority Business Development Agency to utilize its resources and those of its public and
private sector partners to help MBEs obtain access to capital, perhaps the most important tool to sustain and expand
their business growth.

We must continue to find ways to promote the creation and expansion of MBEs by lowering barriers to financial
services and increasing financing opportunities. I look forward to working with you as we continue our efforts to
build business relationships between the financial services sector and the emerging minority business enterprise market.

Ronald N. Langston, National Director
Minority Business Development Agency

U.S. Department of Commerce
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EXECUTIVE SUMMARY

Minority-owned businesses present an historic and dynamic growth opportunity for the U.S. economy. Over the past
several years, the growth rate for minority firms has exceeded those of all U.S. firms, both in the number of firms and
revenues. Between 1992 and 1997, the number of minority-owned firms increased 29.6 percent, as compared to 3.9
percent for all U.S. firms. In 1997, there were more than 3 million minority firms. Of these, 84,000 have revenues in
excess of $1 million and many are in high-growth industries, such as technology and health services. Businesses of this
size, representing 55 percent of the jobs and 65 percent of the revenues of minority firms, are an important compo-
nent of local and regional economies and of overall U.S. economy.

The economic importance of minority firms becomes more compelling when considered in connection with U.S.
population trends. Minorities, who now comprise nearly 30 percent of the U.S. population, will grow to more than
50 percent by 2050. From now until 2050, 90 percent of the growth in the U.S. population will be in the African-
American, Hispanic, Asian-Pacific Islander or Native-American communities. This growth will be particularly con-
centrated in key geographic areas, such as California, New York, Texas, and Florida, increasing both the economic
and political importance of these areas.

Since minority firms tend to hire a larger percentage of minority employees than do majority firms, these firms are
integral to employment, revenue growth, and economic prosperity in these states. In California, where minorities
comprise more than 50 percent of the population and 24 percent of all minority firms are located, the state govern-
ment has recognized that strong minority businesses are key to strengthening and expanding the California economy.
As a result, the state has implemented policy initiatives to increase investment in these firms. At the same time, banks
and other financial institutions recognize the economic significance of minority firms and are increasing their efforts
to penetrate this rapidly expanding market.

FIGURE 1: MINORITY AND NON-MINORITY POPULATION, 1995 TO 2050
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Source: Minority Business Development Agency, U.S. Department of Commerce. September 1999.
The Emerging Minority Marketplace — Minority Population Growth: 1995 to 2050, p. 3.
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Nonetheless, the development of minority firms continues to present challenges. While minorities account for 30
percent of the population, minority firms constitute only 15 percent of all businesses, employ 4 percent of U.S.
employees, and generate 3 percent of U.S. business revenues. The vast majority of these firms are micro-enterprises;
80 percent have revenues of less than $100,000 annually. In addition, the majority of minority entrepreneurs are in
non-asset based industries, such as services, construction, finance, insurance, and real estate, which often have lower
start-up expenses than other industries. In sectors such as manufacturing, which generate greater wealth in the
United States than many other industries, minority entrepreneurs are significantly under-represented.

There are many reasons for this discrepancy, but one is pervasive throughout all minority business sectors — lack of
access to financing. Minority entrepreneurs continue to have difficulty obtaining the capital needed, whether debt or
equity, to start and grow their businesses. To develop minority firms of the scale and size required to have significant
economic impact, minority entrepreneurs must obtain the financing critical to expanding their businesses. Minority
businesses continue to face systemic barriers to accessing the capital markets, barriers that impede the efficient and
productive flow of capital to these firms.

The Minority Business Development Agency has reviewed the reasons for these impediments and proposed recom-
mendations to improve financing options. Some of these proposals are simple, such as the recommendation to devel-
op up-to-date information on minority firms to promote investment by the financial and corporate sectors. Others
are more complex, such as the development of new financing programs. However, the economic imperative is clear;
given the changing demographics and increasing importance of job creation, U.S. economic growth will be stymied
by the failure to mobilize all of its business resources. To maximize the Nation’s growth, including in consumption,
Gross National Product, and tax base, U.S. policies must ensure that businesses owned by minority entrepreneurs are
brought into the economic mainstream.
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FINANCING CHALLENGES FACED BY MINORITY BUSINESSES

There are myriad reasons for the difficulties minority entrepreneurs
face in accessing capital. In general, minority business enterprises
(MBEs) are younger, with less revenues and employees than majori-
ty-owned businesses. These firms often are clustered in service
industries, which lack the capital investment requirements of other
industries, but provide limited business collateral, making debt
financing difficult to obtain. Other reasons include:

“Investors and lenders need to
understand that failure to recog-
nize the profitable opportunities
represented by minority enterpris-
es not only barms these firms, it
barms the lending institutions as
well. Accordingly, we must make

* Lack of Investment Performance Information. Lack of perform- ) Ly
further progress in establishing

ance information on loans and investments made to minority

entrepreneurs results in the perception by financial institutions
that these loans are riskier than those to other small business
owners.

business relationships between the
financial services sector and the

rapidly growing number of

minority- and women-owned
businesses.” Remarks by Federal
Reserve Chairman Alan
Greenspan on Fanuary 10, 2002,
at the Ninth Annual Economic
Development Summit, The
Greenlining Institute, Oakland,
California

* Consolidation of Financial Institutions. The rapid consolidation
of commercial banks over the last decade has resulted in the
acquisition of a number of smaller banks that have been
traditional lenders to small and minority businesses.

* Ongoing Disparities in Lending. Research indicates that banks
deny financing to African-American and Hispanic borrowers
more often than to majority entrepreneurs, even when control-
ling for differences between firms.'

* Increased Use of Financial Technology. Financial institutions are
using technology to increase efficiency in loan processing, reduce transaction costs, maintain detailed databases
of information on borrowers and loan performance, and generate credit-scoring models to assess risk. This has
reduced relationship lending, traditionally a common financing methodology for MBEs.

* Need for Mentoring and Technical Assistance. Minority firms often need extensive mentoring and technical
assistance services in addition to financing. For banking institutions, these services can raise the expense of making
a loan.

* Lack of Professional and Social Networks Between Minority Businesses and Investors. One of the primary
difficulties facing minority businesses is the lack of networks into the investment community. In particular,
minority businesses often do not know venture capitalists or ways to penetrate the private equity community.

RECOMMENDATIONS

The recommendations developed by MBDA are consistent with and complementary to the Department of
Commerce’s larger strategic goals. These recommendations highlight proposals that will support the development of
minority businesses and result in job creation and other economic outcomes. Much of the Agency’s work focused on
suggestions that would affect existing businesses, whether middle-market or larger businesses, as well as those firms
with the most potential for growth. As indicated, these businesses are most likely to generate employment and rev-
enues, yet often are overlooked by small business financing programs.

In particular, the recommendations emphasize the need to develop additional information on minority businesses.
More than any other issue, the report highlights the lack of information on minority firms and reiterates the need for
the Federal Government to develop and make this data available to the private sector. In general, the recommenda-
tions focus on the following four categories:

1 Cavaluzzo, Ken and Linda Cavaluzzo. November 1998. “Market Structure and Discrimination: The Case of Small Business,” Journal of Money, Credit and Banking,
Vol. 30 No. 4. See also Ken Cavaluzzo, Linda Cavaluzzo and Jobn Wolken. October 2002. “Competition, Small Business Financing and Discrimination: Evidence from a
New Survey,” The Journal of Business, Vol. 75, Number 4, page 657.
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1. Development of current and extensive governmental data to support investment decision-making and to
identify market opportunities in the MBE community

e Implement an Annual Survey of Minority-Owned Businesses to provide up-to-date and accurate information
on the minority business community. As of the date of the report, the President’s fiscal year 2005 federal
budget included funding for an annual survey.

* Organize and fund a national minority financing network and data repository, which would compile informa-
tion on the loan performance of this sector of the business community.

* Parmer with the National Association of Investment Companies to collect data on portfolio performance of
minority-focused venture funds and develop institutional investor strategies.

2. Improvement of capital availability and accessibility through existing and new programs

* Continue ongoing federal financing programs, such as the Small Business Administration 7(a), 504 and
CommunityExpress programs and the Department of the Treasury’s Community Development Financial
Institutions Fund that have increased capital accessibility for minority businesses and other under-served
communities.

* Implement a National Capital Access program, which allows banks and other financial institutions to make
loans to higher-risk borrowers.

* Develop a national mezzanine-financing program.
3. Provision of expanded access to management and technical assistance

* Tie existing and new financing vehicles to technical and management assistance appropriate for the type of
firm receiving the financing.

* MBDA should focus its provision of services on businesses with $100,000 or more in annual revenues, as
businesses of this size are responsible for approximately 95 percent of all employees retained by minority
firms and nearly 92 percent of minority business revenues. As of January 1, 2004, MBDA has restructured its
Minority Business Development Center program to focus on high-growth businesses.

* Develop tiering mechanisms for provision of management and technical assistance services promoting
increased efficiency and innovation within the minority business community.

¢ Create best practices and performance measurements for service providers.
4. Integration of the investment community, minority entrepreneurs, and the Federal Government

¢ Coordinate federal programs supporting minority business financing and increase minority business utiliza-
tion of these programs.

* Support existing mechanisms for integrating entrepreneurs with financial institutions, especially with respect
to venture capital.

* Promote increased collaborations between institutions with experience and expertise investing and lending to
the minority business community and mainstream institutions.
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SECTION 1 INTRODUCTION

OVERVIEW

MBDA has focused on the minority business community as an under-represented segment of U.S. resources and pro-
ductivity, with the potential to produce significant long-term growth and stability. MBDA’s goal is to maximize the
role of minority businesses as a component of U.S. productive resources and enhance the consumption, savings,
Gross National Product, and tax base of the Nation.

Located within the U.S. Department of Commerce (DOC), MBDA is the only federal agency created to foster the
establishment and growth of minority-owned businesses in America. DOC’s mission is to promote job creation and
improve living standards for all Americans by creating an infrastructure that promotes economic growth, technologi-
cal competitiveness, and sustainable development. The Department’s strategic goals are to:

¢ Provide the information and the framework to enable the economy to operate efficiently and equitably,
¢ Provide infrastructure for innovation to enhance American competitiveness, and
* Observe and manage the Earth’s environment to promote sustainable growth.’

The recommendations developed by MBDA are consistent with and complimentary to these goals. Minority busi-
nesses are one of the fastest growing sectors in the business community; however, long-standing and systemic difficul-
ties in obtaining financing constrain the ability of these firms to play stronger and more vital roles in the U.S. and
global economies. These impediments are likely to limit domestic growth, a limitation that will become greater as
minority communities become a larger part of the U.S. population.

The findings in this report clearly indicate that, to maximize overall economic impact, minority entrepreneurs must
increase the capacity of their businesses, and ensure the ability to access private sector, government, and consumer
market opportunities. Across the board, minority firms are smaller, with less revenues and employees, than compara-
ble majority firms. For example, when comparing firms with paid employees, excluding C corporations (C corpora-
tions are often publicly traded companies), majority-owned firms in this category bhave average revenues of
81,276,367 and employ 9.9 employees; the average minority-owned firm bas revenues of $641,629 and on average
employs 6.2 employees. Minority ownership is also concentrated in industries, such as services and retail trade, where
U.S. average annual capital expenditures for equipment are very low. Low capital requirements are clearly an attrac-
tive feature for someone who wants to start a business but has very limited access to capital. Minority entrepreneurs
are also under-represented in areas, such as manufacturing, which require greater capital investments.’

Resolving the financing impediments will begin to address these issues. MBDA’s objective in undertaking this project
was to identify and recommend solutions to existing capital barriers; its overall goal is to develop larger and healthier
minority businesses. If these recommendations are implemented and capital flows more freely to minority businesses,
more minority entrepreneurs will start and grow companies to significant sizes, creating jobs that reduce unemploy-
ment in minority communities. By becoming major shareholders in the American economy and society, minority
entrepreneurs can create and share wealth, and in the process improve community well-being and enhance the quality
of life for those with whom they work.

2 U.S. Department of Commerce. 2001, “Charting Our Course for a Stronger America. ” FY 2001 Accountability Report, U.S. Department of Commerce.

3 U.S. Department of Commerce, Economics and Statistics Administration and Minority Business Development Agency, “Keys to Entrepreneurial Success: Capital,
Education and Technology,” Patricia Buckley, Ph.D., September 2002.
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STEERING COMMITTEE, ROUNDTABLE, AND SUMMIT

In spring 2002, MBDA began its planning for a Summit on Minority Business Financing, at which the Agency would
present policy recommendations on improving financing options for minority business enterprises (MBEs). These
recommendations were to be documented in a policy paper containing an action agenda that could be implemented
by national and local policy-makers, as well as the private sector. MBDA’s objective was two-fold: to develop adminis-
trative, legislative, and regulatory recommendations likely to have a significant impact on minority businesses, and to
highlight, where there existed:

¢ Successful models that could be enhanced and replicated; and,
* Interest among opinion leaders to make the recommended changes or the likelihood of creating such interest.

MBDA obtained feedback from both the public and private sectors with respect to (1) how financing services could be
focused to better satisfy the needs of the MBE community; and (2) MBDA role in this effort. To obtain broad-based
input on these issues, MBDA organized a diverse public/private sector Steering Committee (Committee) composed
of representatives of: the federal government, including financial regulatory organizations; banks and other financial
institutions; the minority business community; venture capitalists and venture capital organizations; and service
providers. The Committee met regularly to assist MBDA in preparing for the Summit. To broaden its outreach,
MBDA conducted an interim Roundtable in November 2002, with approximately 100 attendees, to obtain additional
feedback into this report.

MBDA’s recommendations were presented and discussed at the Summit on Minority Business Financing on April 14,
2003. The recommendations were released to the public in September and October 2003 via a Federal Register notice,
when additional comments were solicited. This report reflects additional input that was received at the Summit and
through the public comment process.

The recommendations contained in this report are not designed to be a comprehensive outline of all actions that
could be taken; rather, MBDA has focused many of its recommendations on the expansion of successful models that
currently exist.

BACKGROUND ON MINORITY BUSINESSES

America’s entrepreneurs play a significant role in the prosperity of the U.S. economy. Entrepreneurs develop and
commercialize innovative products and services; generate new industries and firms to replace those that have run their
course; and create employment opportunities and wealth that is reinvested in new economic enterprises and in com-
munities. Critical to entrepreneurial success is access to the financing necessary to grow and expand these businesses.

While improving financing options is important for all businesses, it is imperative for the minority business commu-
nity. The 1997 Survey of Minority-Owned Business Enterprises Report (SMOBE Report)* indicates that minority
businesses have dramatically increased their participation in the free enterprise system, and are a critical component
of the U.S. business community. In fact, growth rates in both numbers and gross receipts of minority-owned firms
substantially exceeded those of non-minority firms between 1992 and 1997. Specifically, between 1992 and 1997,
the number of minority-owned firms increased by 29.6 percent, as compared to 3.6 percent for majority-owned firms.
Even after accounting for high minority population growth over this period, growth in the number of minority-
owned firms is still substantially higher (16.1 percent) than growth in majority-owned firms.’

4 U.S. Census Bureau. July 2001. “1997 Census: Survey of Minority Owned Business Enterprises, Company Series Statistics,” U.S. Department of Commerce, Economics
and Statistics Administration. The Survey of Minority-Owned Business Enterprises is produced by the Census Bureau once every five years. The most recent Survey, released
in 2001, covered business activity for 1997.

s U. S Department of Commerce, FEconomic and Statistics Administration and Minority Business Development Agency. September 2002. “Keys to Entrepreneurial Success:
Capital, Education and Technology,” Patricia Buckley, FEconomics and Statistics Administration.
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In addition, three of the four minority groups had revenue growth rates exceeding those of all U.S. firms. All U.S.
firms grew revenues at a rate of 40 percent; American Indian businesses grew at 179 percent, Asian/Pacific Islander
businesses at 68 percent and Hispanic businesses at 49 percent. Only African American-owned businesses had a gross
receipts growth rate (33 percent) less than the all U.S. firm growth rate.

"This becomes particularly significant when viewed with projections for the U.S. labor markets. Minorities comprise a
significant portion of labor supply growth and are the source of potential labor productivity gains that drive economic
growth. While the rate of total U.S. workforce growth has declined (falling from 2.7 percent in the 1970s to between
1.0 and 1.5 percent today®), minorities represent up to 70 percent of expected growth over the next 20 years.’
Research demonstrates that minority and women-owned firms are most likely to hire this emerging workforce.*
Without effective mechanisms and incentives for job creation, retention and capital formation among the rapidly
diversifying labor force, U.S. productivity and economic growth will be constrained.

"To promote the expansion of minority businesses, it is critical to address the financing challenges that impede MBESs’
ability to grow and create jobs in minority communities.

* By most measures, minority firms continue to be underrepresented in the business community, when the number
of firms, employees, and gross receipts are compared with minority percentages of the population. For example, in
1997, minorities accounted for 27 percent of the U.S. population, but only 15 percent of firms, 4 percent of
employees and 3 percent of the nation’s gross business receipts (figure 2).

FIGURE 2: 1997 MINORITY POPULATION AND MINORITY BUSINESS PERCENTAGE OF
TOTAL U.S.FIRMS, EMPLOYMENT AND RECEIPTS

1997 Minority Population and Business Shares of Total U.S.
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Source: Minority Business Development Agency, U.S. Department of Commerce. July 2001.
The State of Minority Business, 1997 Survey of Minority-Owned Business Enterprises.

6 Yago, Glenn and Aaron Pankratz. September 2001. “The Minority Business Challenge: Democratizing Capital for Emerging Domestic Markets.” Minority Business
Development Agency , U.S. Department of Commerce and The Milken Institute.

7 Percentages derived from data from the Bureau of Labor Statistics, U.S. Department of Labor and the U.S. Census Bureau, U.S. Department of Commerce.

8 Bates, Timothy. 1999. “Viewing Minority Business Assistance as a Job Creation Strategy,” The Black Worker in the 215t Century, ed. Wilhemina Leigh ¢ Margaret
Simms, Washington, DC. Joint Center for Political and Economic Studies.

Report of the Summit on Minority Business Financing




* When C Corporations are excluded from the 1997 SMOBE information’, revenue growth for minority-owned
businesses was significantly less than that of their majority-owned counterparts (figure 3). The average revenue
per firm of minority-owned businesses rose by $22,000 or 22 percent; however, this was much lower than the
$70,000 or 34 percent growth experienced by majority-owned businesses. As a result, in 1997, the average revenue
of majority-owned firms was 2.3 times as large for minority-owned firms, up from 2.1 percent in 1992.

FIGURE 3: AVERAGE REVENUE PER FIRM, 1992 AND 1997 BY RACE/ETHNICITY
OF THE BUSINESS OWNER

Average Revenue per Firm, 1992 and 1997
by Race/Ethnicity of the Business Owner
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Business Di Agency. 2002. Keys to Minority Entrepreneurial Success:
Capital, Education and Technology, p. 4.

9 “Keys to Minority Entreprencurial Success: Capital, Education and Technology”, p. 4. In the report, Dr: Buckley excluded C Corporations from her analysis to obtain com-

parability between minority-owned and majority-owned companies. C Corporations were not included within the minority-owned business data, but were included within the
data for majority-owned business.
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Minority businesses are concentrated in the retail and services industries, where U.S. average annual capital
expenditures for equipment are very low (figure 4). Low capital requirements are an attractive feature for start-up
businesses, but with limited collateral to secure loans, these businesses often have difficulty obtaining financing.

FIGURE 4: MINORITY BUSINESS CONCENTRATION BY INDUSTRY SECTOR

Minority Business Concentration by Industry Sector
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Source: U.S. Census Bureau. July 2001. 7997 Economic Census, Survey of Minority-Owned Business
Enterprises, Company Statistics Series. U.S. Department of Commerce, Economics and
Statistics Administration.
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* The vast majority of firms in the United States are small and in 1997 only 25 percent of U.S. firms had employees.
However, for minority businesses, the numbers are even lower — 20 percent. The following table illustrates the dis-
crepancies in average revenues and employees between minority and majority-owned businesses in the same sectors

(table 1).

TABLE 1: DISTRIBUTION OF MINORITY-OWNED FIRMS WITH REVENUE AND
EMPLOYEES PER FIRM BY INDUSTRY, EXCLUDING C-CORPORATIONS, 1997

(FIRMS WITH PAID EMPLOYEES)

Firms Minority-Owned Majority-Owned
Group Distribution | Average Average Average Average
of Minority | Revenue | Number of | Revenue | Number of
Firms across | per Firm | Employees per Firm | Employees
Industries per Firm per Firm
All Firms $641,629 6.2 $1,276,367 9.9
Services 39.8% $383,010 6.5 $614,621 9.5
Retail Trades 31.1% $604,535 6.1 $1,338,759 11.4
Construction 10.3% $471,283 4.3 $965,513 6.3
Wholesale Trade 5.2% $3,183,630 7.2 $4,804,937 10.7
Finance, Insurance & Real Estate 4.4% $420,525 2.9 $868,370 5.2
Transportation, Communication 3.8% $465,502 5.8 $1,279,313 10.5
& Utilities
Manufacturing 3.5% $1,739,748 14.2 $3,381,969 242
Agriculture, Forestry, Fishing, 2.1% $194,490 3.9 $529,399 54
Mining

Source: U.S. Census Bureau. July 2001. 7997 Economic Census, Survey of Minority-Owned Business Enterprises, Company Statistics Series,
U.S. Department of Commerce, Economics and Statistics Administration.

* Business participation rates (the number of business owners in a particular ethnic group for every 1,000 persons of
the same ethnic group) for each minority group falls below both the non-minority business participation rate and
the national average (table 2).

TABLE 2: BUSINESS PARTICIPATION RATES (PER 1,000 INDIVIDUALS)

AllUS. Non- Minority | African- | Hispanic | American |Asian & Pacific
Population| Minority |Population| American |Population| Indian & Islander
Population Population Alaska Native| Population
Population

Negtoml |- g 91 42 24 41 85 90
Average

State 115 203 148 59 175 512 156
Maximum

State 61 62 21 17 21 16 42
Minimum

Source: Minority Business Development Agency, U.S. Department of Commerce. July 2001. The State of Minority Business,
1997 Survey of Minority-Owned Business Enterprises, p. 11.
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"This information illustrates the ongoing discrepancies between minority and majority-owned businesses. Minority
businesses are significantly smaller, with less employees and revenues, than comparable majority-owned businesses.
Access to financing, education, and technology are critical to creating parity between these business communities.

FINANCING ENVIRONMENT

The likelihood of a new business surviving, growing, and creating jobs is related to the availability of capital. Minority
firms have ongoing difficulties in accessing financing, inhibiting both firm start-ups and expansion. For example,
minority firms received only between 3-4 percent of Small Business Investment Company funds (SBICs are an
important source of equity financing for high-growth businesses) and private equity firms targeting minority compa-
nies are estimated to have only 2-3 percent of all venture capital funds under management."” With respect to loans,
banks make smaller loans to start-ups in minority areas than in non-minority communities and to minority-owned
firms than non-minority owned firms, even when controlling for equity capitalization, owner education, race, age,

and experience. In one independent study of a limited scope, an analysis of loan applications indicated a higher denial
rate for African American and Hispanic-owned businesses even after accounting for differing firm characteristics."

In addition, there are other issues that inhibit the ability of minority businesses to obtain financing:

* Lack of Investinent Performance Information. Lack of performance information on loans and investments made
to minority entrepreneurs results in financial institutions perceiving them as riskier than other small business loans.

* Consolidation of Financial Institutions. The rapid consolidation of commercial banks over the last decade result-
ed in the acquisition of a number of smaller banks that have been traditional lenders to small businesses.
Frequently, when larger financial institutions acquire smaller ones, the combined institution tends to move away
from small business lending. This concentration in the financial markets has eliminated a significant source of
financing in minority communities.

* Increased Use of Automated Financial Technology. Financial institutions have rapidly moved to use technology to
improve loan processing and reduce transaction costs, maintain detailed databases of information on borrowers
and loan performance, and generate credit scoring models. The use of electronic systems of underwriting loans
has resulted in a severe reduction of relationship lending. Minority entrepreneurs, who often don’t have the credit
records to receive top scores under these electronic models, may find it difficult to access commercial lenders.

* Need for Mentoring and Technical Assistance. Minority firms often need extensive mentoring and technical assis-
tance services in addition to financing. For financial institutions, the cost of making a loan may be increased by
the need for mentoring and/or technical assistance.

* Lack of Professional and Social Networks Between Minority Businesses and Financial Institutions. Minority entrepre-
neurs often lack the professional and social networks into financial institutions. Minority business owners frequently have
no connections with the private equity community, which is relationship-driven and can be difficult to penetrate.

While these impediments present financing challenges, minority businesses provide lucrative investment opportuni-
ties. Recent research conducted for the National Association of Investment Companies (the trade organization repre-
senting minority-focused venture capital firms) indicates that when minorities start high-growth companies, their
rates of return are comparable to all companies in this class. More importantly, this research also shows that invest-
ment funds targeted primarily at minority businesses perform at comparable levels to non-targeted funds. Investment
firms targeted at minority firms bad median internal return rates of 19.5 percent and a mean of 23.9 percent. By
way of comparison, Venture Economics reported that, as of 2001, their Private Equity Performance Index (1,400
U.S. venture fund capital and buyout funds) generated a ten-year average annual return of 20.2 percent.” This
data strongly supports a recommendation to encourage and increase investment in funds that focus on minority busi-
nesses.

10 Yago, Glenn and Michael Harrington. 1999. “Mainstreaming Minority Businesses: Financing Domestic Emerging Markets.” The Milken Institute.

11 Yago, Glenn, Betsy Zeidman and Bill Schmidt. 2003. “Creating Capital, Jobs and Wealth in Emerging Domestic Markets: Financial Technology Transfer to Low Income
Communities.” The Milken Institute and the Ford Foundation.

12 Bates, Timothy and William Bradford. “Minorities and Venture Capital: A New Wave in American Business.” Kauffinan Foundation, 2003. See also Christopher
William Barrons, “Managing Change: Minority Funds Deliver Steady Returns,” The Wall Street Journal Europe, Fune 6, 2000.
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In addition, research on community banks suggests that business lending in low and moderate income (LMI) areas is
no riskier than standard commercial bank lending. A 2002 study by the National Community Capital Association
indicated that lending of community development financial institutions (CDFIs) certified by the Community
Development Financial Institution Fund" is as safe as commercial bank lending with comparable net charge-offs and
delinquency rates." With its rapid growth rates, the minority business community presents attractive investment
opportunities for those institutions with the commitment and creativity to assess and understand the environment.

PROFILE OF FIRMS CONSIDERED

In this report, the term “minority businesses” refers to firms that are owned or controlled by African-Americans,
Asian-Americans, Hispanic-Americans and Native-Americans/Alaska Natives”. Under federal, state, and most private
sector minority certification programs, minority-owned firms are required to be 51 percent owned by a minority
entrepreneur or group of entrepreneurs. This requirement was designed to prevent the use of “front” businesses in
government and private sector contracting — those businesses in which the senior executives are minorities, but where
the firm is, in actuality, majority-owned. As a growing number of minority firms have obtained equity capital, this
definition does not always reflect marketplace realities. Given the way in which equity transactions are structured, an
entrepreneur seeking early stage venture capital will have difficulty retaining a 51 percent ownership interest in his or
her business. In response to the needs of its minority business constituency, the National Minority Supplier
Development Council (NMSDC) has developed a certification category that allows for minority certification where
businesses are 30 percent owned by one or more minority entrepreneurs, provided the individual or group of entre-
preneurs retains “control” of the business.

The definition of “minority businesses” must reflect marketplace realities and not preclude minority entrepreneurs
from accessing innovative financing tools and products. This is an important issue within the minority business
community, a subject that requires serious thought and creative solutions. MBDA recognizes that it is critical for
high-growth minority firms to obtain venture financing; businesses that receive private equity investment grow much
more quickly and employ more people than businesses financed through debt. Accordingly, MBDA has included
minority entrepreneurs who have received equity financing from the discussion contained within this report.

With respect to size, business enterprises have been divided into three basic categories. The categories are based in
part on current size or revenue of the firms — but, as importantly — on an entrepreneur’s commitment to structure the capi-
talization, governance, and operations of bis or her business to grow and develop. Different firms, all initially quite small, may
have very different revenue and employment potentials and consequently require different operational and capital
structures to support their growth and development. The company’s revenue potential has far greater impact on the
appropriate types of capital to be sought by a firm than its current revenues. Similarly, different types of management
and technical support are required by firms based on their revenue potential.

To develop recommendations with the potential to impact the U.S. economy and those of minority communities,
MBDA focused on firms with growth potential and the ability to create employment. Feedback indicated that there
was a market gap with respect to bigh-growth firms. As a result, the recommendations empbhasize firms with the
ability to significantly expand both revenues and employment, regardless of the current size of the business. Even
when focusing upon microenterprises, the recommendations are geared to those firms with the objective and com-
mitment to grow beyond this stage.

13 There also are community development financial institutions that are not certified by the Community Development Financial Institutions Fund. In this paper, they will
be referenced as ‘other CDFIs.

14 National Community Capital Association. November 2002. “CDFIs: Bridge Between Capital and Communities.”

15 Hasidic Jews are considered to be a minority group as defined by MBDA; however;, no information is available per “The Emerging Minority Marketplace — The
Minority Population Growth: 1995 — 2050, issued September 1999.
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HIGH-GROWTH COMPANIES

These companies produce products and services that compete nationally and internationally. Prosperity and growth

are heavily driven by these firms."* The average venture-backed firm employs nearly 100 workers within five years and
creates almost twice as many jobs as its non-venture backed peers.”” These companies are frequently technology-based
and usually have significant intellectual property that provides them with a strategic advantage and market protection.

High-growth firms may initially be capitalized by private or “angel” investors and then funded by professional venture
capitalists. These investors, who take significant risks, purchase equity in the companies in which they are investing.
Investors anticipate that if the company is successful, it will either be able to go through an initial public offering or
be acquired by a larger corporation, at which time the initial equity investment will result in significant returns.
Figure 5 demonstrates a common cycle, as the technology or concept of these high-growth companies mature, that
there is a dramatic reduction in the risk associated with the invention."” The figure also shows that, as the risk
declines, the requirement for capital increases as more funding is needed to finance expansion and marketing.

FIGURE 5: RISK VS. CAPITAL REQUIREMENTS OVER THE HIGH-GROWTH LIFECYCLE

Risk vs. Capital Requirements over the High-Growth Lifecycle
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Source: Abigail Barrow, von Liebig Center for Entrepreneurship, University of California San Diego, 2003.

A source of early funding for many companies of this type are grants given out under a variety of federal programs,
including the Small Business Innovation and Research (SBIR), Small Business Technology Transfer (STTR) and
Defense Advanced Research Projects Agency (DARPA) programs. This type of funding enables these high-growth
companies to do initial proof-of-concept research and early development work without giving up equity to outside
investors.

16 Porter; Michael E. 2001. “Clusters of Innovation Initiative.” Council on Competitiveness.

17 Yago, Glenn and Betsy Zeidman. 2001. “Capital Access for Minority Business,” prepared for the Minority Business Roundtable, The Joint Center for Political and
Economic Studies.

18 Barrow, Abigail, von Liebig Center for Entrepreneurship, University of California San Diego, 2003.
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It is important to remember that very few firms are successful candidates for venture capital. By way of example, of
the 20 million firms in existence in 2001, only approximately 5,400 received investments from private equity firms."
Due to lack of data, researchers are uncertain of the number of minority firms that are included within these businesses.

EMERGING MINORITY COMPANIES

These firms are usually small to medium-sized companies. Firms in this category rarely have intellectual property or a
protectable market but rather produce goods and services tied to the domestic market. In an average region, these
companies account for roughly two-thirds of employment.” Typically these companies have annual revenues between
$100,000 and $10 million and assets of under $3 million. Within the minority business community, firms with greater
than $100,000 in annual revenues constitute 20 percent of all minority-owned firms, but are responsible for 94.6 per-
cent of all employment and generate 91.8 percent of all revenues.

FIGURE 6: NUMBER OF MBES BY SALES RANGE ($100,000 TO >$1 MILLION)

Number of MBEs by Sales Range ($100,000 to >$1 million)
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Source: U.S. Census Bureau. July 2001. 7997 Economic Census, Survey of Minority-Owned Business
Enterprises, Company Statistics Series. U.S. Department of Commerce, Economics and
Statistics Administration.

Many of these companies are started through self-funding by the founder. However, for minority entrepreneurs, the
lack of personal capital is an impediment to the establishment, survival and growth of minority businesses. For this
reason, the availability and accessibility of capital is of particular importance to emerging minority businesses.”’ The
following types of funding are frequently used to start or grow emerging minority companies:

* Debt of greater than $50,000 and under $1 million such as that provided by the SBAs 7(a) program;
* Debt over $1 million, such as that provided by the SBAs 504 program; and

e Mezzanine funds.

19 National Venture Capital Association. 2002. “2002 National Venture Capital Association Yearbook.”
20 Porter.

21 See in particular “Mainstreaming Minority Businesses,” Milken Institute Policy Brief, 1999.
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Other federal programs are often important to support these firms during their establishment and early growth. The
most prevalent of these programs is the SBA’s 8(a) program, which certifies companies owned by socially and econom-
ically disadvantaged individuals, including minorities. These companies can receive “sole source” contracts (not
exceeding $3 million for goods and services and $5 million for manufacturing) and bid for “set-aside” contracts.”

MICROENTERPRISES

These are very small businesses. They often have very few employees — frequently only one. These businesses are
established by their founders as a primary source of income or to supplement a regular salaried position. The creation
of a business enables entrepreneurs to “be their own boss” - perhaps to work from home. This is often the primary
motivation for founders to start these companies, rather than wealth creation. A majority of these businesses are
home based. These firms are usually very low growth — and frequently “no growth.”

Companies considered in this category predominantly have less than $100,000 in annual revenues. In addition, most
of these firms take little or no capital investment to start. However, when financing is required, these types of firms
are usually funded through micro-loans or equity investments of less than $50,000.

FIGURE 7: NUMBER OF MBES BY SALES RANGE (<$5,000 TO $100,000)

Number of MBEs by Sales Range (<$5,000 to $100,000)
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Source: U.S. Census Bureau. July 2001. 71997 Economic Census, Survey of Minority-Owned Business
Enterprises, Company Statistics Series. U.S. Department of Commerce, Economics and
Statistics Administration.

22 For more information on the 8(a) program see bttp://wwuw.fedaccess.com/8(a)program.htm
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Firms in this size range constitute 80 percent of all minority businesses and are responsible for 5.4 percent of the
employment and 8.3 percent of revenues generated by minority firms. While many micro-companies never grow
beyond $100,000 in annual receipts, there is a significant subset that can and does grow into emerging minority com-
panies. It is extremely important to give these companies technical support and enhance their access to capital to
enable them to make this transition.
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SECTION 2 RECOMMENDATIONS IMPACTING

ALL MINORITY - OWNED BUSINESSES

This report focuses on the financing needs of minority businesses with the potential to grow beyond the microenter-
prise stage. MBDA, while it will continue to serve the needs of the broader minority business community, also must
support the efforts of minority-owned firms that can generate significant revenues and employment in minority com-
munities, as consistent with the Department of Commerce’s mission to promote job creation and improve living stan-
dards for all Americans.

The recommendations below apply to all firms, regardless of their size or growth potential. In several cases, these
policy recommendations are expanded upon later in the text with specific examples of how they can be developed to
have greater impact for each type of company.

* Develop better data on minority businesses, their investment needs, and their performance. All types of invest-
ment and financial assistance to minority entrepreneurs are limited by the lack of data on the minority business
community. The problem is by no means limited to minority businesses. In American Formula For Growth:
Federal Policy and the Entrepreneurial Economy, 1958-1998, a publication of the National Commission on
Entrepreneurship, the authors call upon policy makers to “Invest in a system to collect and disseminate business
statistics that accurately describe the entrepreneurial economy in real time. Government data currently available
to policymakers regarding the entrepreneurial economy are dated, incomplete, and off-target.””

For minority entrepreneurs, the lack of current and up-to-date information is a severe impediment to a community
already facing long-term and significant financing constraints; as a result, many minority businesses pay more for
the loans or investments that they receive. With enhanced data, credit scoring, and analytical techniques used in
the financial services sector could be applied to increase access and reduce the cost of loans to minority businesses.

O Annual survey of minority owned businesses. There is no question that an annual survey of minority owned
business enterprises or similar instrument would greatly improve the availability of data on minority businesses.
Currently, markets marginally utilize the SMOBE data collected by the Bureau of Census through a survey
that takes place every five years, with a release date two-three years subsequent to the survey.”* Up-to-date
data would increase the interest of the business community in identifying market opportunities, and partnering
with and investing in minority businesses. In particular, private-sector participants in MBDA’ process indicated
that this impeded their ability to understand and partner with minority firms. As of the date of this report, the
President’s proposed budget for the 2005 fiscal year includes funding for an annual survey of minority firms.

O National minority financing network and data repository. Develop an effective mechanism for the financial
services industry to reasonably and efficiently assess minority business risk and enable investors to make
improved, information-based decisions about financing. Given the current fragmentation in the existing data
pools, it is critical to create a repository of information on minority businesses and their loan performance
and share this information with financing institutions. Creation of such a repository would facilitate critical
data assembly, reduce the cost of information management, and potentially create a pool of loans that could
be securitized and sold into the secondary markets.”

23 National Commission on Entrepreneurship. October 2002. ‘American Formula for Growth: Federal Policy & the Entrepreneurial Economy, 1958-1998,” page 7.

24 In an unpublished 2002 MBDA/Capital Access Group/Milken Institute study, financial institutions cite the lack of information on the minority business community and
financing performance as a major impedinent to moving more aggressively in this marketplace. In general, financial institutions indicated that the lack of reliable historic
information on minority business loans and investments make it difficult for banks to evaluate and price the risk of loans to minority firms. Similarly, the absence of well-
organized information (both formal and informal) on minority firms (by industry, geography, and size) means that potential lenders incur large costs in identifying minority
Sfirms.

25 This concept was recently proposed by Glenn Yago, Betsy Zeidman and Bill Schmidt in “Creating Capital, Jobs and Wealth in Emerging Domestic Markets,” page 70.
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"This repository could be initiated with information obtained from the Small Business Administration (SBA)
and the Community Development Financial Institutions Fund (CDFI Fund), both of which facilitate small
business loans. The CDFI Fund is building a system to collect transaction-level data on CDFI and Community
Development Enterprise (CDE) loans. This data shall include borrower characteristics as well as loan per-
formance. The CDFI Fund expects to begin collecting transaction-level data in the first quarter of FY 2004.

An alternative could be to create an independent network of participating banks, both large and small, which
have significant portfolios in minority markets. The information could be used to develop other products,
credit enhancements, and liquidity mechanisms in this market. If a loan pool of sufficient size is collected, the
data could be used to create credit-scoring mechanisms reflective of minority markets.

* Develop equity investment performance bistory. MBDA should partner with interested organizations, such as the
National Association of Investment Companies, to develop ongoing information on the performance of equity
investments in minority businesses. If such information is developed, it can be used to develop an advocacy strate-
gy to promote increased investment by institutional investors into minority-targeted funds. MBDA could under-
take the research required for this, as well as serve as an advocate to potential limited partners for venture funds,
particularly public pension funds.

* Improve the coordination of federal agencies’ efforts regarding minority business finance. There is minimal
coordination among federal agencies that provide financing to minority businesses. All federal agencies should
ensure that personnel in charge of programs that provide financing or technical support to minority businesses
collaborate and coordinate with their counterparts in other federal programs. Funding programs at federal agen-
cies should also take full advantage of private-sector programs that assist minority businesses in publicizing their
programs. Best practices can be seen in the Department of Agriculture, which works closely with the SBA, the
CDFI Fund, Economic Development Administration, U.S. Department of Commerce (EDA) and other federal
agencies to leverage their programs.

Currently, the CDFI Fund and its Community Development Advisory Board are exploring the creation of an
Interagency Collaborative on Community and Economic Development, whose purpose would be to coordinate
the federal government’s economic development, housing, and community improvement policies, activities, and
initiatives in distressed communities and targeted populations for maximum economic stimulus efficiency and
impact. This Collaborative, which would include federal agencies involved in community economic development
(Treasury, Commerce, SBA, Housing and Urban Development, Agriculture, and Interior) would aim to improve
coordination among federal programs that support community economic development, develop common meas-
ures of success, and produce a single report on the impact of federal government community economic develop-
ment programs.

MBDA can play a critical role by:

0 Coordinating those agencies with a significant focus on financing minority businesses through a Working
Group that meets quarterly, composed of representatives of the SBA, Department of the Treasury,
Department of Agriculture, Department of Housing and Urban Development, and federal research and
development grant programs. Such a Working Group could be a part of, or should closely collaborate with
the Interagency Collaborative described above.

0 Electronically inventorying and updating information about financing programs.

O Most importantly, effectively communicating this information to the broader minority business community
and assisting minority businesses in accessing these programs. MBDA could provide this information on its
Internet Portal and disseminate updated information regularly to minority business advocacy organization
and minority businesses via an electronic newsletter.
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* Develop best practices of management assistance. Much of the feedback MBDA received indicated that, regardless
of the stage or size of a company, technical assistance plays a critical role in capital access enhancement.
Furthermore, available technical assistance services should be practical and strategic — not theoretical or conceptu-
al. MBDA recommends creating best practices templates for assistance services and developing benchmarks to
measure the effectiveness of the programs. The objective is to develop standards and measures for the programs
but not to advocate for a standardization of services.
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SECTION 3 RECOMMENDATIONS FOR HIGH

GROWTH/VENTURE CAPITAL FUNDED COMPANIES

Supporting the growth of companies in this category was of paramount importance to participants at the Committee
meetings, Roundtable, and Summit. These processes identified a lack of networks between minority entrepreneurs
and the private equity community as one of the primary impediments to improving access to equity financing.
Venture capital networks are generally informal; transactions are reviewed by venture capitalists based upon personal
recommendations, which excludes many minority entrepreneurs, who often don’t have access to these networks. In
addition, even minority entrepreneurs who had been successful in raising equity indicated that their deals must be
“spotless” and were held to a higher standard than those of majority-owned businesses. As a result, many recommen-
dations in this section focus upon systematizing MBEs’ access to these networks. Based on the feedback, MBDA can
function as a core facilitator, connecting minority business enterprises with the proper service or capital providers,
and working with existing organizations to avoid duplication of efforts. MBDA should also encourage capital
providers to seek out minority-led firms that meet their lending/investment criteria.

In addition, MBDA is in position to facilitate relationships with community organizations to assist with mentoring
minority businesses through partnerships with senior executives, including retired executives, venture capitalists, and
successful minority entrepreneurs.

RECOMMENDATIONS FOR IMPROVEMENT OF CAPITAL AVAILABILITY AND ACCESSIBILITY

Venture capital markets are, by nature, involved in risk management. Private equity investors take higher risks than
banks and lending institutions, with the expectation of higher rewards. To spread their risk, venture capitalists, in
many cases, will co-invest with other professional venture capital firms.** The requirements of venture investing pres-
ent special challenges for minority businesses, given the specialized nature of the industry. To begin to address these
issues, the following should be implemented:

e Integrate the investment and minority business communities. The private equity community is fundamentally a
private network of high net worth individuals, venture capital funds, and institutional investors. These are com-
munities that minority businesses, historically, have not been able to penetrate. In addition, managers of minority-
owned venture capital funds have indicated the need to increase their access to the public/private pension fund
community.

The integration of these communities is vital, now more than ever. Minority entrepreneurs must be able to forge
relationships with the established private equity networks. Minority operated and focused venture capital funds
must obtain capital infusions into their reserves for continued growth. These entities need access to private/public
pension and insurance fund managers.

MBDA should support advocacy activities that bring together emerging and established financial communities (i.e.
venture capital funds, private equity pools, and others). Furthermore, MBDA should encourage programs that fos-
ter and expand relationships in these communities.

26 2002 National Venture Capital Association Yearbook Executive Summary, p. 4.
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MODEL PROGRAM FOR INTEGRATING COMMUNITIES

Emerging Venture Network

The mission of the Emerging Venture Network (EVN), a non-profit organization, is to stimulate the
growth of high-impact companies led by minority entrepreneurs by providing access to education,
training, and venture resources. EVN’s programs help minority entrepreneurs meet with investors
and venture resources. Conversely, investors learn about the potential of minority firms.

EVN has indicated that the "equity gap” for high-growth businesses - high numbers of minority
business sales with low numbers of minority equity capital - signals a tremendous amount of unreal-
ized potential in the minority community.

In addition, anecdotal evidence suggests minority participation in venture financing is small. As the
venture capital industry tracks the number, industry, size, location, etc. of equity capital transactions,
no data is currently collected about the race or ethnicity of the entrepreneur(s). EVIN believes that
expanded research can contribute to an improved understanding of minority businesses and their
investment potential. EVN intends to establish the baseline for where the market is today and track
emerging entrepreneurs' ability to gain increased access.

EVN is committed to educating investors and entrepreneurs so the potential of emerging firms can
be fully realized. Examples include: creation of i-DealFlow Forum 2001, the first-of-its-kind minor-
ity venture capital forum; EVN’s Angel Investor Training; and one-day educational seminars that
focus on high-potential growth businesses.

* MBDA should partner with the SBA and the CDFI Fund to increase the outreach of the investment programs to
bigh-growth minority businesses.” SBICs, licensed by the SBA, are privately owned and managed investment
firms. They are participants in a vital partnership between government and the private sector economy. With their
own capital and with funds borrowed at favorable rates through the federal government, SBICs provide venture
capital to small independent businesses, both new and already established. In 2003, the SBA was authorized to
invest $7 billion, making the SBIC program one of the largest venture capital investors in the country.

While this program is not targeted to fund either minority-led businesses or minority business focused funds,
MBDA can work closely with the SBA to ensure that the managers of this program invest in new funds, which are
being established to specifically focus on funding minority businesses. The SBIC program should also promote
minority-led businesses as possible investments to their entire investment portfolio.

MBDA also should collaborate with the CDFI Fund to increase minority businesses’ awareness of CDFIs and
CDEs that provide venture capital and equity-like products.

* Consider the development of programs focused on domestic emerging markets. Federal and state governments
have played and continue to play a strong role in financial markets. Existing programs help the venture capital
market by mitigating risk and leveraging funds/benefits/rewards through tax credit incentives. At present, there is
minimal funding for equity programs which focus on domestic emerging markets, including businesses located in
low income areas and minority-led firms. Some private-sector participants at the Summit recommended that the
federal government should pilot and implement innovative programs which make much-needed equity available to
these under-served businesses.

27 Today there are two types of SBICs - the original, or "regular” SBICs and SSBIC - Specialized Small 